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Incorporation of... 


THE FARM BUSINESS 


Interest in the family corporation as a farm business arrangement has been 
increasing. Incorporation of the farm business has been tried as an aid to 
operation and management of the farm business. Incorporation has also 
been suggested and tried by some families as an aid to transferring owner- 
ship from one generation to the next. 

The recent rise of interest in the corporation by farm owners can be traced 
to the increase in size of the family farm. A one-hundred thousand dollar 
farm business is no longer uncommon. The owners of large farms are be- 
coming more and more concerned about their personal liability for business 
losses and liabilities. In many cases, large farm businesses have been built 
up by two or more generations of the same family, with one or more fathers 
and sometimes several mature sons sharing in the ownership, management, 
and profits of the business. In such instances the family is often looking for 
a business arrangement which will make it easier to divide the ownership and 
pass it on to the next generation. 


Advantages of Incorporation 


The corporation has been little used for operating and transferring family 
farms. However, it has desirable features and may be the solution for the 
problems of some farmers. There are two main advantages claimed for in- 
corporation of the farm business: First, the ownership can be divided as 
shares of stock; second, the personal liability of the owners of the business 
can be considerably limited. 


Division of Ownership 

The corporate form of business operation is more flexible than any other. 
The ownership is represented by shares of stock. These shares can be divided 
among the family members in any manner desired. Because the ownership 
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can be held and divided as shares of stock, the corporation has the following 
advantages: 

1. Stock certificates are evidence of ownership. They may be used to pro- 
vide a basis for division of profits and rights. They also provide a clear cut 
and businesslike manner of determining ownership. 

2. Parents can distribute their farm property among any number of child- 
ren in equal shares, or in shares of varying sizes. By distributing the owner- 
ship as shares of stock, the farm business can be continued as a unit. 

3. Ownership can be transferred to each son as he becomes old enough to 
share in the management of the business. Several sons or other family 
members can be brought into the business in this way, if there is a place for 
them. 

4. The father can gradually retire from the ownership of the farm by 
transferring stock to his children over a period of time. 

These advantages are all part of the flexibility of ownership which goes 
with incorporation of the business. They are especially important where the 
farm business is large and where several members of the family are taking 
part in the farm operation. 

Insulation From Personal Liability 

In the usual farm business—a simple proprietorship or a farm partnership 
—the owner or each of the owners is personally liable for the contractual 
or tort liabilities of the employees or the owners themselves. This means 
that if a hired man while on the job injures another person, both the farm 
owner and the hired man may be liable for damages. It is possible that the 
farm owner could thus lose the farm, his home, and all non-farm property 
as well. 

It is also generally true that in a partnership all partners are personally 
liable for the acts of any one partner. One partner might make a business 
agreement which resulted in a serious financial loss. All partners could then 
lose their non-farm property as well as farm property. 

The corporation avoids this personal liability. The corporation is liable 
for the contractual and tort liabilities of its employees. However, in general, 
the assets of the stockholders other than their stock ownership cannot be 
reached. 

In non-farm businesses, the stockholders generally have large assets out- 
side the business. In most farm businesses, the owners’ non-farm property 
is limited. Their homes are a part of the business. Their savings have been 
used to build up the farm business. Therefore, incorporation to avoid per- 
sonal liability is not so strong an argument for farm owners as for owners 
of some other businesses. 
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It has also been suggested that incorporation of the farm business would 
make it possible for the farm owners to avoid liability for debts of the cor- 
poration. This is not always true. Some of the major lending institutions 
require stockholders to co-sign notes and mortgages for loans to family 
farm corporations. 

Where the farm business is large, and the owners have large non-farm 
assets, insulation from personal liability is an incentive for incorporation. 
However, proper insurance is a.needed protection against personal liability 
regardless of whether or not the farm business is incorporated. 


Some Other Possible Advantages 

Social Security—Federal legislation effective January 1, 1955, made farm 
operators eligible for social security benefits. Net earnings are a major 
factor governing the amount of retirement or survivorship benefits earned. 
Farm operators at or near retirement age (65) may find it advantageous to 
incorporate the farm business to insure more constant earnings for social 
security purposes. By incorporating and becoming employees of the corpora- 
tion, farm owners can receive a constant salary for at least a short period of 
years, even though the corporation may show a loss. The resulting increase in 
benefit levels could far outweigh the cost involved in forming a corporation, 
and in paying the additional social security tax. 

Liability Insurance—In a simple proprietorship or farm partnership, the 
owner and operator is an employer and thus not eligible for the insurance 
protection he may afford his hired men. This protection can be in the form 
of employer's liability insurance or workmen’s compensation insurance. As 
an employee of the farm corporation, however, the same farm owner is 
covered by the liability policy carried by the corporation. The importance 
placed on this advantage of incorporation will depend on the owner's atti- 
tude towards need for insurance protection of this kind. It should be pointed 
out that somewhat similar protection can be purchased in the form of acci- 
dent insurance by any individual. 


Disadvantages of Incorporation 


There are several characteristics of the corporation which have limited its 
widespread adoption by farm families. The principle features which have 
limited its use are: first, the paper work, red tape, and bookkeeping involved 
are greater than for other forms of business organization; second, tax prob- 
lems involved may be severe; third, cost of legal fees and fees of incorpora- 
tion can be of sizeable proportions. 


The Business of Incorporation—a Disadvantage 


Who can form a corporation and how does one go about it? Rules and 
regulations vary from state to state, but basic requirements are very similar 
in many Northeastern States. The first step is to obtain the services of an 
attorney. Here are some of the requirements which are common to most 
states: A certificate of incorporation must be prepared and filed with the 
secretary of state or attorney general. The certificate must state specific in- 
formation about the purpose and nature of the corporation and its officers 
and stockholders. Any amendment to the certificate must be similarly filed. 
Annual meetings of the stockholders are required. 

Certain practices must be observed in corporate bookkeeping. For example, 
most states require that a stock book containing names, addresses and amount 
of stock held by all stockholders must be kept available for inspection by 
persons who have a legitimate interest in the corporation. 

This list of necessary formalities is not complete. It is intended to give a 
general idea of the “red tape” involved. The farm family that decides to 
incorporate should secure the services of an attorney to make sure that all 
required steps are taken in the proper order. 

The requirements outlined here will appear formidable to many farm 
families accustomed to keeping a simple set of books. However, after legal 
assistance in organizing, some families have found it possible to do all the 
necessary book work without further outside assistance. 


Costs of Incorporation 
There are certain expenses peculiar to a corporation. These can be divided 


into five classes: 


1. Organization taxes and filing fees 
The amount of these taxes depends on the amount of stock issued. They 
would total $50—$100 in most states for a $50,000—-$100,000 business. 


2. The Federal stamp tax 

There is a Federal stamp tax on the issuance of stock at the rate of 11 cents 
per $100 of face value. The rate is somewhat comparable for stock without 
a par value. This would amount to $110 for a $100,000 business. 
3. Taxes on stock transfers 

There is a Federal tax, and in some states a State tax, on stock transfers. 
These transfer taxes are generally about half as high as on the issuance of 
stock. 
4. Fees for legal counsel 

The attorney's fee will usually be the largest cost item in incorporating. 


No specific figure can be named. In New York, one county bar association 
recommends a minimum of $150. In Massachusetts, $200 is reported as a 
common fee. Unusual or complicated arrangements could cause the fee to be 
much higher. 
5. Continuing taxes and fees 

The above listed expenses occur only when a corporation is formed or 
when stock is transferred. In some cases, incorporation would entail addi- 
tional costs each year. In Massachusetts, for example, the state levies an 
annual excise tax on the value of the capital stock after deducting the value 
of real estate and certain tangible property above mortgages. In Vermont, 
there is a yearly franchise tax on corporations. In addition to these taxes, 
other annual costs might include fees paid to an accountant or an attorney 
for assistance with corporate bookkeeping or tax returns. In some states 
annual information returns with nominal annual fees are also required. 

Most of the extra expenses occur during organization of the corporation. 
Experience in several states indicates that these initial expenses would usually 
fall within a $200 to $500 range. After organization is completed the ex- 
penses peculiar to the corporation will usually be a minor factor. 


Tax Problems 


Federal income taxes on corporate incomes are at higher rates than on 
individual incomes. Furthermore, corporate profits, when paid out as divi- 


dends to stockholders, are taxed twice: first as corporate incomes and again 
as income to stockholders. 


Therefore, if the corporate farm realizes a profit, the income taxes actually 
paid by the farm business are likely to be higher than if the same farm 
business were not incorporated. 

At least a part of the corporate income will be paid out as salaries to the 
family members. Frequently, fair and reasonable salaries paid to family 
members would drain off enough income so the corporation had no profit to 
report. In this case the income tax paid is no greater than if the business 
were not incorporated. The salaried family members would pay income tax 
on their individual incomes, but the farm corporation would pay no tax if 
it showed no profit. 

If salaries to family members were set low, and the corporation made a 
large profit, the tax cost would be higher because: 

1. The corporation profit would be taxed at a higher rate, in a great 
majority of cases. 

2. The corporation profit, after taxation, would probably be distributed 
to family members as dividends and if so, would be taxed again as income 
to them. 


3. The salaries paid to individuals would be subject to personal income tax. 


It is obvious that it will be advantageous to set salaries high enough so 
that little or no corporate profit is realized. Tax rulings seem to indicate 
that this procedure is allowable, so long as the salaries represent reasonable 
compensation for the services performed. Bonuses may be added to regular 
salaries if the total amount paid as compensation for services rendered is 
reasonable. 


In the case of fruit, vegetable, or special crop farms, it is difficult or im- 
possible to estimate income in advance because of wide fluctuations in annual 
incomes. In these instances, it may be possible to set salaries low at the 
beginning of the year, and to declare at that time that in the event profits 
are realized, additional remuneration will be paid to certain employees. 


Some flexibility in setting salaries to reduce or eliminate corporate farm 
profit is allowable. Some family farm corporations have reported operation 
as a corporation for several years without significant changes in tax costs. 
This has involved careful planning to distribute corporate profits as reason- 
able salaries to the family members. 


Even if corporate profit can be avoided, the corporation is at a tax dis- 
advantage on treatment of capital gains under the Federal income tax. 


Farmers and other individuals or partnerships are required to pay tax on only 
50 per cent of the gain on sale of property which qualifies as a capital asset. 
For a corporate farm, however, the entire capital gain is taxable. A dairy 
farmer filing on the cash basis has a decided advantage on sale of dairy 
cattle qualifying as capital gains. He would lose much of this advantage if 
he incorporated. Other types of farmers ordinarily would not be affected as 
much as dairymen, because they would have less capital gains. 


In a very few cases, incorporation could result in tax savings. For example, 
if the farmer had net taxable income high enough to throw him into a tax 
bracket above the 50 per cent level, total tax might be less if the farm busi- 
ness was incorporated. The tax disadvantage for the corporation will be in- 
creased or decreased from year to year as tax rates are changed for indi- 
viduals and corporations. 


In summary, incorporation will prove to be a disadvantage tax-wise for a 
great majority of farmers. This is one of the more important reasons for 
the limited use of the family corporation in farm businesses. The advice of 
a tax consultant or lawyer skilled in corporate tax problems is of great im- 
portance and should be obtained before incorporating. 


NOTICE 


After the manuscript for this bulletin had gone to the printer, the 
85th Congress made revisions in the Internal Revenue Code which 
change the tax aspects of the family farm corporation. This affects the 
discussion of tax problems on pages 7 and 8 of the bulletin, and item 
3 on page 14 of the summary. It has no significant effect on the re- 
mainder of the bulletin. 


The changes allow the stockholders of small corporations to decide 
whether they will be subject to corporate income tax regulations or 
whether they will proceed, for income tax purposes, as though they 
were not incorporated. 


A farm family that has incorporated the farm business can now elect 
to report all income of the farm corporation as income to the individual 
stockholders. This option is available only to corporations with less 
than 10 stockholders. 


The full effect of new tax legislation of this type is generally not 
apparent until after it has been in effect at least a year. However, it 
appears that this new ruling erases many of the tax disadvantages of the 
corporate farm as discussed on pages 7 and 8 of this bulletin. In most 
cases, it will undoubtedly be to the advantage of the stockholders to 
elect to report the taxable income as income to the individual stock- 
holders rather than to the corporation. 


It is doubtful if this tax change will cause a marked increase in the 
number of family farms incorporated. It may, however, tend to in- 
crease interest in this form of farm business organization. 


This development emphasizes the importance of consulting with a 
skilled tax attorney before making a decision to incorporate the farm 
business. 


Some Misunderstandings About Incorporation 


Corporate farm businesses are scattered and few. Farm owners considering 
incorporation have little opportunity to learn about corporate farms from 
first hand observation. A farm owner who plans to incorporate his farm 
business should consult an attorney who is skilled in corporation law. Mis- 
taken ideas of what can be expected of incorporation are common. 


Not a Method of Settling Personal Difficulties Within the Family 


In some instances, farm families whose members don’t get along well 
have suggested incorporating to settle their differences of opinion. If the 
personalities of father and sons fit well in a partnership operation, it will be 
easy to get agreement as stockholders in a corporation. If father and sons 
find it difficult to get along as partners, it will be equally difficult to agree 
as stockholders or directors. 


Not a Method of Raising Capital 

Other farm owners have thought of incorporating in order to get outside 
capital to enlarge the business. If stock is sold to investors outside the family, 
some control of the business also may go outside the family. 


It is possible to issue preferred or non-voting stock which might be sold 


to non-family members as a means of obtaining outside capital. It is un- 
likely, however, that investors would be interested in buying stock in a family 
farm operated primarily to make money for family members as salaried 
employees of the corporation rather than to make money to pay dividends to 
stockholders. 

Widespread ownership of the corporation is the usual state of affairs in 
the large business corporation. Very few farm families would want to give 
up partial control of their business. Incorporation as a means of getting out- 
side capital therefore has little place in family farm corporations. 


Not a Cure for All Transfer Problems 

It has been pointed out that incorporation aids in transferring the farm 
ownership from one generation to the next. It does so because the owner- 
ship is in the form of shares which can be easily divided among a number 
of heirs. Even so, the act of incorporating the business does not get the 
ownership transferred from parents to children. After incorporation, it is 
necessary to make plans to pass on the ownership of the shares of stock. 
They can be sold, given, or willed to the children. If no action is taken, 
the parents shares will be inherited by the children at the death of both 
parents. 
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Some plan should be adopted whereby the children who are interested in 
operating the farm can buy up the shares of the children who are not; other- 
wise the ownership of the stock will become dispersed among many family 
members in the course of two or three generations. The members of the 
family who operate the farm could thus lose control of the ownership and 
management. All farm owners should have a will. It is likely, however, 
that further arrangements in addition to a will would be found necessary 
in order that the ownership of the farm property pass on to the next genera- 
tion in a fair and equitable manner. 


Not a Competitor of the Family Farm System 


It has been stated that farm corporations are a detriment to society be- 
cause the family farm is a part of the American way of life. It is believed 
that the family farm system results in improved farming practices, social 
behavior, and community activity. Actually, family farm corporations will 
in mo way endanger the family farm system. With the stock ownership 
limited to family members engaged in operating the farm, incorporation 
would merely serve to change the business organization of the family farm. 


Experience with Family Farm Corporations 
A description of three farm businesses which have been incorporated will 


give a better understanding of the problems involved and the advantages and 
disadvantages of incorporation. In all three cases, the participants are satis- 
fied that the decision to incorporate the farm business was a sound one. The 
names are fictitious, otherwise the cases described are factual. 


Farm Number 1 

There are five men in this family—Frank and Bill, brothers about 60, 
and Ben, Bert and Al, sons of Frank and Bill, all between 30 and 40. In 
addition, the wives of Frank and Bill are considered in the corporate setup, 
as are the three daughters. All six of the sons and daughters are married 
with families of their own. The three daughters have never been active in 
the business. 

The farm business employs about 20 to 25 men and at the time of incor- 
poration was appraised for around $150,000. This is many times larger 
than the “‘average’’ family farm, yet a goodly number of $100,000 to $200,- 
000 family farm businesses exist in the Northeast at the present time. Also, 
it is quite common to find a father and three or more sons operating together. 
The stand could be taken that it would be more common if businesslike ar- 
rangements for joint operation by a number of family members could be 
worked out more frequently. 
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At the time of incorporation, the three younger men had been working 
for wages for several years, and the older men had been carrying the finan- 
cial responsibility and a large share of the management responsibility for 
the entire operation. The business grew gradually over a period of some 
forty years, and then rapidly after 1940. The two older men had become 
increasingly uneasy about their unlimited personal liability to the business. 
They had both reached an age where they wanted less responsibility, and 
had become convinced that the three younger men had matured sufficiently 
to take over a share of the ownership and responsibility. 

Now all five working members draw annual salaries from the corporation. 
The two who live in corporation owned houses pay rent out of their salaries. 
At the end of the fiscal year, the profits are split five ways. An attempt is 
made to adjust the salaries so that little if any profit is shown by the cor- 
poration, thus minimizing double taxation of profits. No dividends are de- 
clared. 

Initial costs were $750 legal fees, $40 for filing charter and $10 for trans- 
ferring stock ($10,000 to each) from Frank and Bill to the three sons. In 
addition, accounting and auditing fees and annual attorney's fees are an item. 
Bill could not estimate the cost of this annual expense because he said the 
business would have a full-time bookkeeper anyhow, and would have audit- 
ing and attorney's fees even if it were not incorporated. 

The by-laws of the corporation provide that: only one vote per stockholder 
is the rule—despite amount held; any stockholder can withdraw by first 
offering his stock to corporation members, then to an outsider. When Frank 
and Bill die, their stock automatically reverts to the corporation, which in 
turn pays a life income to their widows. 

As originally set up, Frank and Bill owned all the stock issued; then they 
transferred $10,000 in common stock to each of the three sons. The three 
daughters own no stock, but according to the laws of incorporation and the 
wills of Frank and Bill, all six of the children will share equally in their 
stock at their death (widows are provided for otherwise). 

An insurance plan has been set up whereby at the death of the two older 
men, the three sons will be able to buy out the three daughters. This insur- 
ance is carried on Bill. The original plan was to carry half on each, but, 
Frank was not insurable. Under the present plan, if Frank dies before Bill, 
his stock will be held in “trust” by the corporation until the death of Bill, 
when insurance will be collected and the sons then buy out the three 
daughters. 


A separate insurance plan has been worked out whereby the three sons 
can buy the interest of one in the event of his death. In this plan, each son 
carries insurance on each of the others. 


The circumstances which led this farm family to the decision to incorporate 
were quite different from those which resulted in the same decision by the 
family in the next illustration. 


Farm Number 2 

Mr. Jackson, professional man, started investing money in farms about 
1912. He gradually expanded his holdings, and helped his sons acquire 
ownership of other farms. All these farms were always operated under one 
management. The three sons (one never took an active part in the farm op- 
erations) agreed with their father that the most profitable method of opera- 
tion was as a single unit. 

Sons Jim and Mert gradually came to find a definite place in the business 
as follows: Jim operating the fruit operations and some cash crops at one 
location; Mert operating the cash crops, dairy and poultry enterprises at an- 
other location. Son Don is a professional man and has never been active in the 
farm operations, except as an owner of some farm property. The daughter 
lives in another state and also has never been active in the farm operations. 

In 1949, in contemplation of death, Mr. Jackson and his sons discussed 
at great length the transfer of the ownership of the farm business. Mr. 
Jackson's primary objective was to transfer the farm as a going concern and 
as a unit. He did not believe in the making of wills, because, he said, they 
too often caused hard feelings and family quarrels. He decided on his law- 
yer's advice, to establish a corporation. Included in the property deeded to 
the corporation were most of his farm property holdings, plus personal farm 
property belonging to Jim and Mert. Jim, Mert and mother owned, in ad- 
dition, farm property which was not deeded to the corporation but was leased 
to it. 

The corporation was set up in 1949, with father and mother and four 
children named as directors and as stockholders. The property was appraised 
by members of the family at a conservative figure ($100,000) and 1,000 
shares of common stock was issued at $100 per share. The bulk of owner- 
ship remained with father until his death one year after incorporation. The 
stock is now held by his estate, but because he died without a will, is being 
transferred according to intestate laws to his widow and children. In defer- 
ence to the personal property owned by Jim and Mert and turned over to the 
corporation at the time of incorporation, shares were issued at the time of 
incorporation to them representing their properties contributed. 

The legal fees for all the work of incorporation and the entire first year's 
business was $250. 

Mert makes out the annual corporation tax report and says it is not diffh- 
cult. He has not found it necessary to call on an attorney since incorporation. 
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Tax has not been a problem as yet, for no profit has been realized. The 
plan is to make salaries to Jim and Mert large enough so that no profit 
materializes. 

The transfer plan is not as complete as the plan described for farm number 
one. No decision has as yet been made as to the disposition of the shares of 
a deceased stockholder. Insurance, which plays such an important role in the 
transfer plan of the first family, has not been made use of here. 


Farm Number 3 

A third farm business gives yet another illustration of how incorporation 
of the farm business was used to solve a particular problem. In this case the 
father died intestate, leaving two sons and three daughters. One of the sons 
had participated in the farm operation for many years and had expected to 
inherit the farm. Hard feelings developed among the heirs. The non-farm 
heirs refused to sell their interests to the farm operating son because he was 
childless and they wished the farm to continue in the family indefinitely. The 
solution adopted was the incorporation of the farm business. Main features 
of the plan were as follows: 

1. The non-farm property left by the father was used to buy mother an 
annuity and make her independent of the farm income. 

2. The farm property was appraised and deeded to a corporation. Stock 
was issued and distributed in the following manner: Mother received 5/15, 
each of the five children 2/15 (according to the intestate laws of succession). 
Three officers elected were: the farm son, president; the mother, vice-presi- 
dent ; the sister living nearest to the home farm, secretary-treasurer. 

3. The non-farm son, a certified public accountant, makes an annual trip 
to the farm (at corporation expense) to complete the income tax return and 
annual report of the corporation. 

4. The farm-operating son is the salaried manager of the corporation. In 
addition he gets a percentage of the net farm profit as a bonus, and of course, 
his share of the dividends if and when any are declared. 

5. The non-farm brothers and sisters get income from the farm only if 
dividends are declared. 


Summary 


Incorporation may be desirable for some large families operating large 
farm businesses. The possible advantages of incorporation in such cases are: 

1. The flexibility of ownership through division of shares of stock. 

2. Insulation from personal liability. 


The main disadvantages of incorporation of the family farm are: 

1. Extra bookkeeping and red tape are involved. 

2. Cost of legal fees and fees of incorporation are a factor. 

3. Tax costs are likely to be greater than with other forms of business 
organization. 

Many misconceptions prevail as to what incorporations will accomplish. 
It is not a cure-all for family squabbles or financial difficulties. The family 
farm corporation is also not a menace to society. 

A few farm families have tried incorporating the business and have been 
satisfied with the results. In each of the cases cited, unusual features of farm 
and family make-up caused the family to adopt the corporate form of organi- 
zation. 

How large and complicated can the farm business and family ownership 
become before incorporation is desirable? It is largely a matter of balancing 
the advantage of flexibility of ownership allowed by incorporation against 
the extra costs and red tape involved. A farm family contemplating incor- 
poration should carefully study its own situation and decide whether the 
advantages of incorporation outweigh the disadvantages. 

An attorney skilled in corporation law should then be consulted. 
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Fe more than a half century, the Cooperative Extension Service has helped 
to translate the results of scientific research into better farming and 
homemaking practices. Your Extension Specialists and Agents, in coopera- 
tion with the New York State Colleges of Agriculture and Home Economics, 
the U.S. Department of Agriculture, and farm and urban people throughout 
the State, are partners in progress. Through them, and through Extension 
publications such as this, the people of the State can keep pace with. the 
rapid strides in science and technology that apply to our agriculture and our 
homes. 
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